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Unit 5.1: Microeconomics
Demand

Markets and Competition

The terms supply and demand refer to the behavior of people
as they interact with one another in markets. A market is a
group of buyers and sellers of a particular good or service.
The buyers as a group determine the demand for the product,
and the sellers as a group determine the supply of the product.

Competitive markets

More often, markets are less organized. For example consider
the market for ice cream in a particular town. Buyers of ice

Markets take many forms. Some markets are highly organized,

cream do not meet together at any one time. The sellers of ice

such as the market for agricultural commodities. In these

cream are in different locations and offer somewhat different

markets, buyers and sellers meet at a specific time and place,

products. Each seller posts a price for a cone and each buyer

where an auctioneer helps set prices and arrange sales.

decides how much to buy.
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Even though it is not organized, each group of ice cream
buyers and ice cream sellers forms a market. Each buyer
knows that there are several sellers from which to choose,
and each seller is aware that his product is similar to that
offered by other sellers. The price of ice cream and the
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The market for ice cream, like most markets in the economy,
is highly competitive. A competitive market is a market in
which there are many buyers and many sellers so that each
has a small impact on the market price. Each seller of ice
cream has little control over the price because other sellers

quantity of ice cream sold are not determined by any single

are offering similar products. A seller has little reason to

buyer or seller. Rather, price and quantity are determined by

charge less than the going price and if he or she charges

all buyers and sellers as they interact in the market place.

more, buyers will make their purchases elsewhere.
Similarly, no single buyer of ice cream can influence the
price of ice cream because each buyer purchases only a
small amount.

Competition: Perfect and Otherwise

There are some markets in which the assumption of perfect
competition applies perfectly. In the wheat market,

We assume for now that all markets are completely
competitive. Perfectly competitive markets are defined

for example, there are thousands of farmers who sell wheat
and millions of consumers who use wheat and wheat products.

by two primary characteristics: (1) the goods being offered
for sale are all the same, and (2) the buyers and sellers are
so numerous that no single buyer or seller can influence the
market price. Because buyers and sellers in perfectly
competitive markets must accept the price the market
determines, they are said to be price takers.

The markets for many goods and services, however, are not
perfectly competitive. Some markets have only one seller,
and this seller sets the price. Such a seller is called a
monopoly. In the 1990's, the local cable television company
was a monopoly. Residents of your town could only have
one cable provider from which to buy this service.

Some markets have only a few sellers, and these sellers do not
always compete aggressively. This kind of market is called an
oligopoly. For example some airline routes are oligopolies.
If a route between two cities is only services by two or three
carriers, the carriers will likely try to avoid rigorous competition
in order to keep prices high.

Some markets contain many sellers offering slightly different
products. Because the products are not the same, each seller
has some ability to set the price for its own product. Such a
market is called monopolistically competitive. An example
is the software industry. Many wordprocessing programs
compete with one another for users, but every product is different
from every other and has its own price.

Copy the table below into your notes and fill in appropriately.
Type of Market

Price

Buyers/Sellers

Example
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Demand

We will begin by examining the behavior of buyers. That means
we will consider what determines the quantity demanded of any
good, which is the amount of the good that buyers are willing to
purchase.
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The Determinants of Individual Demands

Consider your own demand for ice cream. How would you
decide how much ice cream to buy each month, and what
factors affect your decisions?

1. Price: If the price of ice cream rose to $20 per scoop,

2. Income: What would happen to your demand for ice cream if

you would buy less ice cream. You might buy frozen yogurt

you lost your job one summer? Most likely it would fall. A lower

instead. If the price of ice cream fell to $0.20 per scoop, you
would buy more. Because the quantity demanded falls as the
price rises and rises as the price falls, we say that the quantity

income means that you have less to spend in total, so you would
have to spend less on some – and probably most – goods. If the
demand for a good falls when income falls, the good is called a
normal good.

demanded is negatively related to the price. This relationship
between price and quantity demanded is true for most goods

Not all goods are normal goods. If the demand for a good rises

in the economy, and in fact, is so pervasive that economists

when income falls, the good is called an inferior good. An example

call it the law of demand: Other things equal, when the price

of an inferior good might be Kraft Dinner. As your income falls,

of a good rises, the quantity demanded of the good falls.

you are less likely to eat meat and potatoes and more likely to eat KD.

3. Prices of Related Goods:

Suppose that the price of frozen yogurt falls. The law of

4. Tastes

demand says that you will buy more frozen yogurt. At the same
time, you will probably buy less ice cream. Because ice cream
and frozen yogurt are both cold, sweet, creamy desserts, they

The most obvious determinant of your demand is your tastes. If

satisfy similar desires. When the fall in the price of one good

you like ice cream, you buy more of it. Economists normally do

reduces the demand for another good, the two goods are called
substitutes. Other pairs of substitutes are hot dogs and

not try to explain people’s tastes because they are based on

hamburgers, sweaters and sweatshirts, movie tickets and

historical and psychological forces that are beyond the realm of

video rentals, PS3 and Wii, etc.

economics. Economists do however, examine what happens when
tastes change.

Now suppose that the price of hot fudge falls. According to the
law of demand, you will buy more hot fudge. Yet, in this case,
you will buy more ice cream as well, since ice cream and hot fudge
are often used together. When the fall in the price of one good
raises the demand for another good, the two goods are called
complements. Other pairs of complements include gasoline
and automobiles, computers and software, and skis and skilift
tickets.
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5. Expectations

Your expectations about the future may affect your demand for a
good or service today. For example, if you expect to earn a higher
income next month, you may be more willing to spend some of
your current savings buying ice cream. As another example, if you
expect the price of ice cream to fall tomorrow, you may be less
willing to buy an icecream cone at today’s price.
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